the new international financial crisis: causes, consequences and perspectives fLAvio viLeLA vieirA* The paper investigates the recent financial crisis within a historical and comparative perspective having in mind that it is ultimately a confidence crisis, initially associated to a chain of high risk loans and financial innovations that spread thorough the international system culminating with impressive wealth losses. The financial market will eventually recover from the crisis but the outcome should be followed by a different and more disciplined set of international institutions. There will be a change on how we perceive the widespread liberal argument that the market is always efficient, or at least, more efficient than any State intervention, overcoming the false perception that the State is in opposition to the market. A deep financial crisis brings out a period of wealth losses and an adjustment process characterized by price corrections (commodities and equity price deflation) and real effects (recession and lower employment), and a period of turbulences and end of illusions is in place.
issues in a comparative perspective and others trying to understand the specificities and the eminence of a new global financial crisis. The present work tries to summarize some of them as part of two sets of studies, one considered as a broader investigation into the determinants of financial crises and the second pays special attention to issues related to the housing market and the financial innovation (derivatives) developed in this new financial architecture.
The paper is divided in three sections. The first one focuses on the financial crises literature on a historical perspective. The second one highlights recent studies on the new international financial crisis and pinpoints its specificities. The third section is devoted to evaluate the most important indicators of the u.S. and Europe housing market and other macroeconomic variables for selected advanced and emerging economies. Finally, the concluding remarks focus on the main lessons from this recent financial crisis episode.
FINANCIAL CrISES: HISTorY AND LESSoNS
The crash of 1929 and the following depression of the 1930s was a period of extreme financial and real consequences to the world economy. Almost half of the banks were in bankruptcy and the equity market prices fell by 80%. The general perception was that the two crucial problems not overcome by monetary authorities at that time were the lack of an active and coordinated monetary policy and liquidity constraints, resulting in a world depression 1 . The current financial crisis is centered on disturbances in the world credit markets and the initial concern was associated to the viability of subprime mortgage loans spread around the financial system. In this situation what we have seen is that the central banks have been forced to increase liquidity in the system to avoid complete breakdown in lending operations 2 . Among the key lessons of previous major financial crises, the WEo (2008) listed some of them: globalization has increased the frequency and spread of financial crises, without necessarily increasing their severity; early central bank intervention is considered more effective when one thinks about limiting their spread when compared to old episodes of financial crises; during the financial crisis it is hard to forecast if it will have broader economic consequences; and there is a time discrepancy between financial innovation that can trigger a crisis and regulation measures to prevent it 3 . 1 See Kindleberger (1986 Kindleberger ( , 1989 for a historical analysis of financial crises, including the crash of 1929 and the Great Depression. 2 The expression subprime refers to borrowers whose poor credit history does not qualify them for prime interest rates. In the united States, about 20% of mortgage originations totaling over uS$1 trillion in 2005 and 2006 were subprime and are far above historical levels. Bernanke (2000) in his work on financial crises argues that shocks to the domestic u.S. economy were a primary cause of both the American and world depressions and it is necessary to take into account the fact that the lessons from the Great Depression point out to understand the worldwide nature of the event and the channels through which a deflationary process can be spread around the world. The factors that reduced aggregate demand around the world in the 1930s are associated to monetary shocks and the role they played and how such shocks were transmitted around the world during the Gold Standard era are essential elements. The author emphasizes that the worldwide monetary contraction of the early 1930s was not a passive response to declining output, but instead the result of an interaction of poorly designed institutions, shortsighted policy making, and unfavorable political and economic preconditions 4 . Friedman and Schwartz (1963) work on u.S. monetary history suggest a causation that starts with a monetary contraction and ends up with declining prices and output. Temin (1976 Temin ( , 1989 ) has a different point of view arguing that the contraction in money supply reflected a passive response of money to output and that the origins of the depression is mainly associated to the real side of the economy. Eichengreen (2004) argues that there are some views associating the current international monetary and financial system as new version of the Bretton Woods one. There is a clear division in this new era of globalization where the international system incorporates a core (u.S., Western Europe and Japan), which has the privilege of issuing the currency used as international reserves, and on the other side the periphery (most emerging economies), which is committed to export-led growth policies associated to an undervalued exchange rate. What is definitely not a consensus is the idea that countries like the united States can have current account deficits for a continuous time period given the argument that emerging economies will be glad to accumulate dollars. The author does not agree with this new line of argument and there is no such thing as a widespread collective interest and this new monetary and financial system and it should not be compared to the Bretton Woods system. In a recent paper, Eichengreen (2008) develops the argument that the gold standard was crucial to understand why the economy was contracted by the demand side in a historical period where the countries that benefited from the gold standard were the ones engaged in significant international trade and investment and have considerable economic and political power. In such an environment there was room for the central banks do whatever was necessary to keep the exchange rates fixed. Bernanke and James (1990) developed the argument that during this period of crises the central banks adopted policies to increase gold reserves and coverage ratios as security against future attacks on their currencies but the outcome was a decline of the monetary base to reserves ratio. This process was followed by fears about the banking system soundness and expectations of exchange rate devaluation and after all it started an era where crises are associated to what is called hot money based on short-term deposits held by foreigners in domestic banks. The idea is that the expected devaluation induces outflows of hot-money deposits threatening to start a general bank run and on the other hand there is a fall in confidence in a domestic banking system and a process of short run capital flight with significant impact on international reserves (reduction) questioning the viability of keeping convertibility and the fixed exchange rate. The combination of exchange rate and banking crises imposes a dilemma for the monetary authorities since the former asks for expansionary monetary policy while the later requires a contraction of money supply.
The first generation models of currency crises are associated to the passive role played by investors and the bad economic fundaments and how a country can face speculative attacks. Krugman (1979) and Flood and Garber (1984) are two of the main contribution on such models of financial crises especially when dealing with speculative attacks and balance of payments crises.
The second generation models emphasizes a limitation of the first generation models arguing that investors behavior are only relevant in order to determine the time when the speculative attack will happen, but they say nothing on whether the attack will occur or not. Krugman (1996) develops a model where financial crises are associated to the loss of confidence and the essential problem is not macroeconomic management or fundamentals. Governments analyze the cost of keeping the exchange rate versus the benefits of realignment, where the costs depend on agent expectations. Krugman (2000) among others developed the third generation currency crises models and the idea is to respond the question of whether financial crises are primarily due to problems in economic fundaments or if they occurred due to self fulfilling investors' expectations and loss of confidence. The answer is that both factors are relevant to understand such crises. A graphic representation of the set of events associated to the international financial crises of the new century is slightly different from the vicious circle of the currency crises episodes previously verified and associated to the second and third generation models (Figure 1 (2008) develops a historical analysis of financial crises dating from England fourteenth-century default to the current united States subprime financial crisis using a dataset that incorporates a number of important credit episodes. The authors find that serial default can be considered as a universal phenomenon and that major default episodes are separated by some years or decades, creating an illusion to policymakers and investors that this time is different. After all, they do not consider the u.S. subprime financial crisis as unique. Periods of excessive capital inflows and supply of borrowing funds are frequently associated to a future reduction in economic growth and in equity and housing prices, exactly what the u.S. and most of developed countries have experienced in recent months of 2008 7 . Kaminski (2008) investigates crises episodes in the 1990s where there was a rapid contagion to other countries and the aftermath of these crises was characterized by a loss of access to international capital markets by many emerging economies. Contagion and sudden stops are more frequently in economies with current account deficits and financial fragility weakness, and increasing the degree of integration to the international capital markets is associated to a higher exposure to sudden stops even in the absence of domestic imbalances and vulnerabilities.
regarding the current account deficits, Blanchard (2007) examines how they have increased in advanced countries over the last two decades and the argument is that these deficits are different from the Latin American deficits of the early 1980s since they are part of high income and industrialized countries and are a result of private saving and investment decisions and not primarily associated to fiscal deficits. Current account deficits are mainly financed by FDI, equity, bonds emission on their own currency instead of bank lending. There is a common perception that these deficits are too large and one time or another it will be required some sort of government intervention especially when considering the existence of goods, labor and financial market distortions 8 . Barro and Úrsua (2008) investigates the main episodes of world economic crises based on a real per capita consumer expenditure and GDP data since 1870s for most countries (35) and the idea is to isolate economic crises for each country defined as a cumulative declines in consumer expenditure or GDP by at least 10%. According to this criteria the rank for the most important world economic crises are: World War II, World War I and the Great Depression, the early 1920s (influenza epidemic of 1918-20), and post-World War II events (Latin American debt crisis and the Asian financial crisis). They find that there were 87 crises when considering only the 10% reduction in real per capita consumer expenditure and 148 for a 10% decrease in the GDP.
Calomiris (2007) analyzes bank failures during crises episodes and the main idea is that they occur due to either unwarranted depositor withdrawals during the event (contagion and panic) or they are an outcome of bank insolvency problems. The author arguments that panics and contagion have a small and secondary role in bank failure, during or before the Great Depression of 1929 and on the other side the safety net developed to prevent contagion risks reached a specific form and degree of complexity (fragile regulation) that became one of the main sources of banking systemic instability in the recent international financial crises. According to Dell'Ariccia et al. (2008) most major banking crises in the past 25 years have occurred during periods of high credit growth but not all credit booms are followed by banking crises. Different studies have shown that while the probability of a banking crisis increases significantly during booms, historically only about 20% of boom episodes ended in a crisis. Barajas et al. (2007) examining more than a hundred (135) credit booms found that only 17% preceded systemic banking crises and 23% if non-systemic episodes of financial distress are included. on the other hand close to 50% of the banking crises in the sample were preceded by lending booms.
THE rECENT FINANCIAL CrISIS: ANALYSIS AND PErSPECTIVES
In order to understand the origins of the recent financial crisis one should consider that during the period of 2002-2004 the u.S. has very low interest rates and an excess of supply of home loans with high risk (subprime) and most of these loans were based on current interest rates. When the interest rates started to go up in 2005 and 2006, the u.S. economy started to face an increase in delinquency rates with unfavorable repercussions in the bank and financial system. other than this, there was a passive and to some extent collaborative role played by monetary authorities under Alan Greenspan administration.
reinhart and rogoff (2008) investigates if the subprime mortgage financial crisis is new and different from other crisis episodes and the conclusion is that there is a significant number of common factors comparing the recent crises with other 18 other bank crisis in the post war period, and among these factors a decrease in equity and housing prices are the most important. The authors also find that the actual level of public debt and inflation are lower but the current account deficit is high in recent years when compared to old episodes. Gorton (2008) investigates the subprime mortgages problems that result in a systemic crisis due to a loss of information regarding location and size of risks of loss in a financial market facing higher levels of default. The author shows that additional subprime risk was magnified with the use of derivatives. Mishkin (2007) develops an analysis on the relevance of the housing market to monetary policy and how to use the adequate set of instruments to obtain price stability and high levels of employment. Among the important channels of housing market to the monetary transmission mechanism the author highlights how interest rates has an impact on the cost of housing capital and future movements in the price and supply of houses. A secondary impact is associated to the wealth effect of these price movements and credit effects on consumer spending. Mian and Sufi (2008) examines the u.S. house price appreciation and the resulting mortgage defaults in an environment of fast expansion in the supply of mortgages without the correct intermediation and risk evaluation. Tong and Wei (2008) develop an analysis on how a crisis originated in the financial sector of the economy can be transmitted to the real economy applied to the subprime mortgage crisis.
Iver e Pury (2008) focuses attention on bank run episodes using micro data on depositor level and the effectiveness of deposit insurance to avoid such runs or to deal with them. The empirical evidence is that deposit insurance has only partial effectiveness to prevent bank runs, and other factors such as length and depth of the relationship between depositor and bank is also important with a negative correlation with the probability of facing a bank run during a crisis. At the end, banks that face a run have difficulty in bringing these customers back after the episode. Diebold and Yilmaz (2008) explores issues associated to asset return volatility and macroeconomic fundamentals for a set of more than 40 countries and the results suggest a significant and positive relation among these two issues, where economies with more unstable (volatile) macroeconomic fundamentals usually have more volatile stock markets 9 . It should be emphasized that within the last two decades the world economy has seen an enormous increase in asset values relative to GDP for most advanced and emerging economies and such assets are collateral for the credit allocation. on the other hand, a significant decrease in asset prices throughout the period where the crises is more severe generally results in bank collapse and followed by credit reduction. This sequence of events ends up shifting a financial crisis into a real economy crisis with significant implications in terms of job loss and a mismatch between supply and demand. In this situation there is an increase in the risk for credit institutions and the final outcome is a period of credit shortage for firms and consumers, regardless of government policies such as a reduction in compulsory deposits, even though such policy measures should be in place during the initial and most critical period of the crisis in order to minimize the chances of a complete credit collapse.
MAIN ECoNoMIC INDICATorS AND THE FINANCIAL CrISIS: DEVELoPED AND EMErGING MArKETS
The main idea of this section of the paper is to investigate the most important housing and global (real and financial) indicators associated to the recent financial crisis and how these indicators are affecting developed and emerging economies. Table 1 describes recent past changes in real house prices and there is a clear trend towards a reduction in such prices (2008) due to the occurrence of high inflation in the housing market in previous years among most developed economies. This scenario is associated to an increase in delinquency rates (see Table 3 ), especially for 2008.
Housing market indicators: prices, debt service and consumer confidence
9 Mendoza and Terrones (2008) found a systematic relationship between credit booms and increase in asset prices, real exchange rate appreciation, increasing external deficits, floating (managed) exchange rates, and high GDP growth rates. At the micro level, there is a significant link between credit booms and firm measures of leverage, firm values, participation of external financing, and banking fragility indicators. Emerging economies usually faces large credit booms and micro and macro volatility and are often preceded by large capital inflows. The indicators of household debt service payments reported on table 2 show an increasing trend as a result of the increase in the degree of indebtedness in the period of 2002-2004 where the u.S. interest rate was low and there was an excess of credit to finance consumers in the house market 10 . Most of the borrowing at this time was carried out by contracts based on current interest rates and when they started to increase in 2005-2006 a significant part of households has faced financial problems and a deterioration in most indicators such as the DSr, For and mortgages. 10 The DSr refers to the household debt service ratio and it is an estimate of the ratio of debt payments to disposable personal income where the debt payments consist of the estimated required payments on outstanding mortgage and consumer debt. The financial obligations ratio (For) adds automobile lease payments, rental payments on tenant-occupied property, homeowners' insurance, and property tax payments to the debt service ratio.
The data for the delinquency rates (residential and commercial) for all banks in the u.S. from 2005 to the second quarter of 2008 has increased from 1.65% to 4.33% and from 1.25% to 4.24% as (Table 3) , increasing the concern that consumers are in a situation of excessive indebtedness and the financial obligation were too high for a significant part of loans borrowers 11 . Considering one of the most important indicators for the economy as a whole and for the housing market in u.S., Euro zone and Japan, the consumer confidence index (Table 4) 11 The definition of delinquency rates for the u.S. can be described as those loans past due thirty days or more and still accruing interest as well as those in nonaccrual status. They are measured as a percentage of end-of-period loans. residential real estate loans include loans secured by one to four family properties, including home equity lines of credit and commercial real estate loans include construction and land development loans, loans secured by multifamily residences, and loans secured by nonfarm, nonresidential real estate. The equity market price data from 2004 to July 2008 for three of the main world indexes (S&P 500, Nasdaq and FTSE) reveals that these indexes have started to incorporate global financial problems since early 2007. As this work has previously shown (Tables 1 to 4) the housing market problem in the u.S. and the use of financial innovation (derivatives) by most investment banks in the u.S. and Europe has widespread through different financial institutions operating in equity markets, with expectations that such institutions will face significant losses in the near future. Table 5 summarizes data for the equity market for Asia, Latin America and Eastern Europe since 2002 and one can highlight the significant increase in these markets with rates of increase (compared to 2001) of more than 150% for Asia, 320% for Latin America and 370% for Eastern Europe. Examining the emerging market bond index (EMBI) spreads from 2002 to the second quarter of 2008 on Table 6 one can see that the spreads were decreasing from 2002 to 2006 and since 2007 it starts to increase for all emerging countries, which was an indication that the market has already started in 2007 to price an increase in global risk affecting the emerging markets even though most of them were having a significant improvement in macroeconomic fundaments such as high economic growth and improvements in the current account. After all, such numbers captures a global perception of increasing risks.
real and financial global indicators
one of the crucial aspects of any financial crises episodes is the impact on the real side of the economies and this section aims to have a better understanding of some early signs of the crises and what are the expected impact on variables such as economic growth, domestic demand and exports. Analyzing both real and nominal variables as in Table 7 we can see that the world will growth less than 4% in 2008 after a period with growth rates above 4% for most of the time, while advanced economies will slow down by more than 1% in 2008 compared to 2007, the same for emerging and developing economies but at a different and higher level (7% instead of 8%). on the other hand, advanced economies will face higher inflation in 2008 (3.64%) compared to 2.15% in 2007, while developing economies will face an increase in inflation from 6.2% to 9.5%. Interest rates will be reduced in advanced economies, an outcome already verified by the coordinated interest rate cut adopted by the FED and the Euro Central Bank in September 2008. Interest rates will be stale for emerging economies but higher for those with inflation target (flexible exchange rate) since depreciation of domestic currency can be a source of inflation pressure and monetary authorities will keep interest rates at a high level (7.7%). Another empirical lesson from previous financial crises is that commodity prices are frequently high prior to the crisis and this is clearly what Table 8 is summarizing. With the recession of the second semester of 2008 in advanced economies and close to zero growth rates for 2009, there is trend for decreasing in commodity prices, especially for metals and oil.
An interesting investigation is on the impact of food and fuel prices to inflation since both were having an increasing trend and there is a clear distinction of two groups when comparing such impact (Table 9 ). Advanced economies are those who suffer the most with fuel prices impact on inflation, while emerging and developing countries have a higher impact of food prices on inflation. Assuming that fuel prices should fall more than food prices during and after the financial crisis, advanced countries will benefit more from deflation in fuel prices, but the problem is that deflation is an expected outcome and the concern is concentrated on how to minimize real effects (output and employment). Table 10 summarizes data for advanced and emerging economies for real effective exchange rate (rEEr) and current account. It is clear that the u.S. Dollar was facing a period of depreciation, the same for the Yen, and the opposite for the Euro. Such trend has been inverted since the aggravating moments of the crisis after September 2008 when the Dollar started to appreciate relative to other currencies 12 . once we examine the current account numbers it is clear that there is on one side the u.S. and emerging Europe with significant deficits and on the other 12 Latin America exchange rate appreciation against the u.S. Dollar (percent) from December 2006 to September 2008 is given by the following numbers: Argentina (-1.09); Brazil (19.73); Chile (3.51); Colombia (17.38); Mexico (-0.13); Peru (8.01); Venezuela (0.00); and the remaining countries (10.81). In average the appreciation was 7.28%.
side Japan / Asia with current account surplus and they have been able to sustain the u.S. deficit by buying treasury bonds and other u.S. assets. Latin America and Europe do not have current account disequilibrium. The dramatic accumulation of international reserves can be seen on Table 11 for all emerging economies, including Latin America, emerging Europe and Asia during the last years. These numbers are an important indicator of better macroeconomic adjustment and lower vulnerability and they have a crucial role to be played and deal with the consequences of the financial crisis, especially the increase in demand for foreign currency and the pressure for exchange rate depreciation and higher volatility. on the other hand, when examining the data on net foreign asset, or liabilities when the numbers are negative, once more it is clear to see that the u.S. and in this case the Euro countries, have been financed by Japan, emerging Asia (South Korea) and oil exporters (Saudi Arabia) countries 13 . Table 12 highlights the significant increase in credit growth in all emerging economies since 2002 a trend that should start to slow down for the second semester of 2008 and 2009. Short and long term real interest rates for the u.S. economy have decreased for 2008 (Q1 and Q2) after an increase in the previous two years, explained by an increase in inflation and the reduction of 0.5% in interest rates adopted by the FED while the financial crises was undergoing, coordinated with similar rates decrease by other central banks in advanced economies 14 . The Euro zone is facing a different trend with an increase in short term interest rates for 2008 13 obstfeld, Shambough and Taylor (2008) argues that the fast grow of international reserves a phenomena that is concentrated on emerging markets remains a puzzle and the empirical results suggest that factors such as the size of domestic financial liabilities that could potentially be converted into foreign currency (M2), degree of financial openness and the exchange rate policy are significant predictors of the stock of international reserves.
14 Interbank interest rate for the Euro market (Libor) has started to increase since 2006 after three years of relatively stable rates, shifting from a 2% to an almost 5% level, which was an indication of higher risk and lack of confidence among banks due to the financial contagion of the crisis that was developing during the last two years. and a decrease in long term rates. real interest rates movements for the whole year of 2008 and next years will be conditioned by the degree of price deflation in u.S. and Europe due to slow or even negative (recession) rates of economic growth 15 . During the most turbulent time of the crisis, emerging economies have faced a significant impact on their currency (exchange rate), country risk and equity market 15 Bank leverage (average credit value / assets) has been very high in most advanced countries with numbers reaching 20 or higher. A recent estimation (WEo, 2008 and GFSr, 2008) of bank leverage for a set of emerging countries has revealed that this indicator for Brazil is significantly below most emerging markets: Brazil 5; China 8.8; Chile 14.4; India 9.5; Mexico 9.3; and russia 5.4, which should help to mitigate the impact of the financial crises in the Brazilian domestic bank and financial system. prices as one can see on Table 13 . on average, there was a positive change in country risk of more than 300%, an exchange rate appreciation of 12.2% and a decrease in equity market prices of 50.8% revealing the magnitude and severity of the recent crisis 16 . The u.S. exchange rate relative to the Euro and the British Pound from the beginning of August to the end of october 2008 has experienced a significant appreciation of 18.69% (Euro) and 19.75% (Pound), which is an evidence that regardless of the u.S. economy be the epicenter of the crisis, the Dollar and the u.S. Treasury Bonds are still the ultimate refugee for investors around the world.
CoNCLuDING rEMArKS
The recent financial crisis is ultimately a deep crisis of confidence and a result of a chain of loans, originally home loans, to high risk and after all insolvent customers, that has spread thorough the international system.
The new international financial crisis revealed that in only a short period of time there was a public injection of financial resources in Europe and the u.S. of more than uS$ 3 trillion and different measures such as a reduction in reserve requirements of the banking system (compulsory deposits), the use of international reserves to satisfy demand for foreign currency, purchase of banks and home financing assets that were in financial difficulties, the approval of financial help by legislators, all of them with the goal to avoid a general and widespread situation of insolvency and to increase money liquidity in the global market. There was also a coordinated reduction on interest rates by the FED and the Central Bank of Europe. The estimated total debt in risk is uS$ 12.3 trillion which is almost the same size of the u.S. GDP and in one year since october 2007, the world value of equity markets fell by 50% or uS$ 32 trillion. Emerging economies are facing a significant depreciation of their currency, Brazil with more than 40% in only two months, which is a desirable trend to stimulate exports and foster economic growth, but the circumstances are not.
The burst of the new financial crisis has inaugurated a new period where policies (Keynesian) considered as inadequate to the logic of the market operation are starting to gain attention and relevance. There is almost a consensus that the world should experience an era based on a new set of relationship between the State and the market especially to avoid a process such as the recent one that is imposing significant real and financial losses worldwide. The global financial market will eventually recover from the recent crisis but the outcome of this process should and must be followed by a different and more disciplined set of international financial institutions. This new era should change the widespread liberal argument that the market is always efficient, or at least, more efficient than any State intervention, overcoming the false idea based on the opposition of the State and the market.
There is an urgency for coordination among monetary authorities and an active monetary policy and the development of a new set of international regulation for the international banking system to overcome the discrepancy of recent financial innovations (derivatives) and how the regulation has evolve. The u.S. Dollar and Treasury Bills are still the ultimate assets on the global monetary system regardless of world geopolitical changes already underway. A final lesson is that no one has find a way to avoid significant wealth losses, usually following periods when investors are seeking for fast gains with higher risks and the financial system is anxious and ready to fulfill such expectations. once this initial cycle is completed it is time for the process of matching the real and monetary sides of the economy, usually through price corrections (commodities and equity market price deflation) and real effects (recession and lower level of employment), and a period of turbulences and end of illusions is in place.
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